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SUBJECT: Exclusion/Gain From Sal e of Capital Assets Held For 5 Years/ M ninmum

Tax/Exenpts For First Incone Year New Corporations

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED DECEMBER 7, 1999, STILL APPLIES.
OTHER - See comments below.

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would exclude frominconme any gain fromthe sale or exchange
of a capital asset held by a taxpayer that is purchased on or after January 1
2001, and held for nore than five years.

Under the B&CTL only, this bill would exenpt a qualified new corporation (QNC
that is incorporated on or after January 1, 2000, from prepaying the m ni num
franchise tax to the Secretary O State.

Each of these provisions will be discussed separately.
This bill also would make a change to the General Fund revenue forecast. This
provision will be discussed only as it relates to the Franchi se Tax Board.

SUMVARY OF AMENDMENT

The February 9, 1999, anendnents:

Refer to provisions in federal |aw describing property that qualifies for a
reduced tax rate on capital assets held for over five years, to specify that only
assets that qualify for capital gains tax rate reduction under federal |aw would
qualify for the 100% excl usi on provided under this bill, and that only assets
purchased on or after January 1, 2001, held for nore than five years and sold
after January 1, 2006, would qualify for the exclusion
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Specify that QONCs woul d receive an exenption from payi ng the m ninum franchi se
tax to the Secretary of State (SOS) upon incorporation. This would apply to
i ncone years beginning on or after January 1, 2000.

Provi de that an additional tax of $800 woul d be payable if a corporation paid no
anmount at the tine of filing with the SCS, but |ater was found to have gross
receipts that exceed $1 mllion in its first income year.

Make the operation of the mninmumfranchise tax exenption for QN\NCs inoperative in
any year that the Departnent of Finance could not nmake certain certifications
regarding the | evel of General Fund forecasted revenue for the inplenmentation of
the additional vehicle |icense fee reduction

G her than the anendnents described above, the resolution of certain policy and
i npl enentation concerns identified in the departnent’s analysis of the bill as

i ntroduced Decenber 7, 1998, the addition of new inplenentation concerns and the
revi sed revenue estimte, the departnment’s analysis of the bill as introduced
Decenmber 7, 1998, still applies. The applicable inplenentation considerations
are restated bel ow.

EFFECTI VE DATE

The provision affecting qualified capital gains would apply to taxable or incone
years beginning on or after January 1, 2006. The m ni mum franchi se tax provision
woul d apply to incone years beginning on or after January 1, 2000.

COMVBI NED REVENUE | MPACT

Based on data and assunptions di scussed below, this bill would result in the
foll owi ng revenue | osses.

Esti mat ed Revenue | npact of SB 37
As Amended 2/9/99
[$ In MIlions]
Exenption from Prepaynent of M ni mum Tax
1999- 00 2000-01 2001- 02

($3) ($5) ($6)

Exclusion of Qualified Five-Year Gain
2004- 05 2005- 06 2006- 07 2007-08 2008- 09
($50) ($200) ($500) ($700) ($950)

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

CAPI TAL GAI NS

| npl ement ati on Consi derati ons

It is unclear what portion of capital gains would be excluded if an asset
held for five years had inprovenents nmade at some tinme during the hol ding
peri od.
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For exanple, if a building purchased for $200,000 and held for five years
was renodel ed for $800,000 during the third year of the holding period and
sold for $2 million after the fifth year, it is unclear whether the full $1
mllion would be exenpt fromgain, or only the $200,000 initially invested
five years ago

This bill could provide an incentive for taxpayers to classify business
assets (i.e., Section 1231 assets) as capital assets to engage in activities
that have the effect of converting ordinary income into capital gains in
order to take advantage of the exclusion. Wthout further rules provided in
the bill, it could require extensive audit activity for departnent staff to
det er m ne whet her such conversion is occurring.

The bill does not specify whether part-year and nonresidents who pay
California tax would exclude frominconme the entire anount of the capital
gain or only the percentage of incone attributable to California. Further
clarification would assist departnent staff in inplenenting the bill

Techni cal Consi der ati ons

The author has indicated that this bill should, by reference to federa

provi sions, provide an exclusion fromincone only for assets purchased on or
after January 1, 2001, and sold during taxable or incone years begi nning on
or after January 1, 2006. Various technical anmendnents are needed to
acconmplish this objective. Departnment staff is available to work with the
author's staff to wite such | anguage.

Author's staff has indicated that neither revenue reductions provided by
this bill should be taken incone account in calculating future VLF
reductions. Currently, the |anguage regarding the VLF would apply only to
the prepaynment of the mininumtax. However, since the final tax reduction
for the VLF all owed under Section 10754 of the Revenue and Taxation Code is
schedul ed to occur in 2004, it is unlikely that the provisions of the
capital gains exclusion would inpact the calculation of the VLF.

Tax Revenue Esti mate

Based on data and assunptions di scussed bel ow, this provision would result
in the follow ng revenue | osses. This analysis does not consider the
possi bl e changes in enpl oynent, personal inconme, or gross state product that
could result fromthis neasure.

Exclusion of Qualified Five-Year Gain
[$ In MIlions]

2004-05 | 2005-06 | 2006-07 | 2007-08 | 2008-09
($50) ($200) ($500) ($700) ($950)

The initial tw fiscal year inpacts above reflect a behavioral inpact for
t axpayers that would hold assets | onger than otherwise to qualify for the
proposed exclusion (the 2005-06 estimate includes $40 million of static
impact). The tax inpact of excluding qualified five-year gain would
increase increnentally until equilibriumis reached in 20-25 years.

The equilibriuminpact is projected to be on the order of $1.6 billion at
1999 | evel s.
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Tax Revenue Di scussion

The nunber of capital gain transactions (as defined), the anmount of excluded
qualified five-year gains and effective tax rates of taxpayers with such
transactions woul d deternine the revenue inpact of this provision.

The revenue inpact of the capital gain exclusion was based on capital asset
sanpl e data (1996 base). Revenue |osses are estimted as the difference
between tax liabilities under current and proposed |laws. Projected realized
capital gains are tracked by vintages of purchase date. Each taxpayer’s
separate capital gain transactions, reduced taxable inconme, any capital |oss
limtation, and marginal tax rate were used to derive an average tax rate to
apply to projected qualified five-year gains. Results fromsanple data were
wei ghted statistically to the population. Losses for 1996 were projected to
| ater years using the nost recent capital gain growth rates as provided by

t he Department of Finance through 2001 and an assunmed 7% annual rate
thereafter. The corporate inpact is included in the estinmte above and was
estimated to be 5% to 10% of the PIT inpact.

It is likely sone taxpayers woul d decide to hold assets for a |onger period
to avail themnsel ves of the exclusion proposed in this bill. A taxpayer
otherwi se notivated to sell an asset nmay decide to delay the sale to neet
the required five year holding period and qualify for the 100% excl usi on of
qualified five-year gains. The additional revenue loss fromthis
predi ct abl e behavi oral response is based on departnental data regarding
capital asset hol ding periods.

M NI MUM TAX EXEMPTI ON

| npl ement ati on Consi derati ons

Thi s provision woul d becone inoperative in any year the DOF is unable to
certify that sufficient funds would be available to neet certain targets
required to reduce the VLF were it not for the operation of this bill.
Current law requires the DOF to nmake the certification on Septenber 1 for
the following fiscal year. This provision could cause sone inplenentation
problens in preparing tax booklets for printing and conpl eting progranm ng
necessary to process tax returns.

Techni cal Consi der ati ons

The provision inpacting the mninumfranchi se tax specifies two operative
dates. The operative dates should be clarified to indicate that the
amendnents to subdivision (f) would apply the anendnents nmade to paragraph
(2) of subdivision (b) and that the amendnents made to subdivision (g) would
apply to all portions of Section 23221 except for paragraph (2) of

subdi vision (b).
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Tax Revenue Esti mate

Based on data and assunptions di scussed bel ow, this provision would result
in the follow ng revenue | osses. This analysis does not consider the

possi bl e changes in enpl oynent, personal inconme, or gross state product that
could result fromthis nmeasure.

Exenption from Prepaynent of M ni mum Tax
[$ In MIlions]

1999- 00 2000- 01 2001- 02
($3) ($5) ($6)

Tax Revenue Di scussion

The nunber of qualified new corporations (as defined) otherw se subject to a
prepayment of m ninmum franchise tax of $300 to the Secretary of State woul d
determ ne the revenue inpact of this provision. For 2000, the nunber of
qual i fi ed new i ncorporations (donmestic and foreign) is projected to be

18, 000.



